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DIT (IT)/Amendments-Budget2005

24.12.2004

To

The Director General of Income Tax

(International Taxation),

New Delhi.
Sir,

	Sub:
	Amendment in the Income-tax Act – suggestions for Budget 2005 – reg.

                                         .......................
	



Kindly refer to the above. 

2.
The suggestions for amendment in the Income-tax Act for consideration during the forthcoming Budget exercise are listed below:

I.
Amendment of section 2: ‘India’ may be defined in the I-T Act on similar lines as defined in the DTAAs
The term “India” has been defined under section 2 (25A) of the Income-tax Act, 1961 to include Union territories of Dadra and Nagar Haveli, Goa, Daman and Diu. On the other hand, this term has been defined in a much broader way in Double Taxation Avoidance Agreements (DTAA). For example, the DTAA with the US defines “India” to “mean the territory of India and includes the territorial sea and air space above it, as well as any other maritime zone in which India has sovereign rights, other rights and jurisdictions, according to the Indian law and in accordance with international law”. It may be noted that this definition is adopted after clearance from the Ministry of Foreign Affairs. 

Thus, definition of India as appearing in the domestic law and that appearing in various DTAAs is not the same.  It may be noted that through Notification No. G.S.R. 304(E) dated 31.3.1983 (page-8, Vol. I, Chaturvedi and Pithisaria), the Income-tax Act was extended to continental shelf of India and the exclusive zone of India in conformity with the definition in DTAA. However, this has been extended only for the purposes of prospecting for or extraction or production of mineral oils and does not cover activities such as dredging, laying of cables etc. Thus income, which can otherwise taxed by applying the provisions of DTAAs could not be brought to tax as the income becomes non-taxable under the domestic tax laws. 

Since the domestic law is narrower in its scope, the definition of India provided for in the DTAAs should be introduced in the Income Tax Act to widen the tax base and also for the sake of uniformity.

II.
Amendment of section 6(3): The definition of company ‘resident’ in India needs to be aligned with international practice 
Under Section 6(3) a company is considered as “resident in India” if it is an Indian company or during the year the control and management of its affairs is situated wholly in India.  The latter part is almost impossible to establish and it is not in accordance with normal international understanding. 

Article 4(3) of the DTAAs prescribes a tie-braker rule according to which if a company is resident in both the contracting states, then it shall be deemed to be a resident of the contracting state in which its place of effective management is situated. Having condition of existence of management and control wholly in India for the company to become a resident of India makes it difficult for an Assessing Officer to establish the same. It is observed that in the cases where assessees take recourse to treaty shopping the narrow definition makes it almost impossible for an Assessing Officer to show that the company is a resident of India, as the assessees ensure one or two board meeting outside India.  

Substantial revenue is being lost due to such tax avoidance measures. Since, Article 4 of DTAAs provides the residential status of a company on the basis of place of effective management, it is recommended that this concept may form basis of the definition of residential status of the company in India. Section 6(3) of the Act may be amended accordingly. 

III.
Amendment of section 9(1)(vi): Definition of “Royalty”
Explanation 2 to Section 9(1)(vi) defines the term “royalty”.  However, the same needs to be amended to cover payments made in respect of live coverage of events and payments made towards computer software, whether customized or purchased off the shelf.  The former is important when along with telecasting of events like cricket matches, fashion shows etc. time is made available for advertisement against which payments are received. The issue of taxability of off-the-shelf computer software is becoming important with the spread of e-commerce. An amendment is section 9(1)(vi) on both the above issues is, therefore, necessary. 

IV.
Amendment in section 9(1)(vii): Income by way of fees for technical services
Many a times, non-residents enter into contract for supply of technical services whereby certain payments are made by way of reimbursement of expenses by the contractee.  It is argued that this is not in the nature of income. However, it may cause leakage of revenue. In order to plug this loophole, an explanation may be inserted in section 9(1)(vii) to provide that such reimbursement of expenses will also be considered towards fees for technical services.

V.
Presumptive tax to bring certainty in taxation of non-resident assessees 
(a) At present there is uncertainty about taxation of foreign telecasting companies in respect of their advertisement and subscription revenues.  The circular No.742 issued by the Board earlier in this regard has been withdrawn.  In order to bring certainty in the matter of taxation of telecasting companies in India, introduction of Presumptive Taxation may be considered.

(b) A settlement was reached between Motion Pictures Association of America and the CBDT with regard to their taxation in India, whereby 25% of their gross receipts were considered to be their income on presumptive basis.  However, the said settlement was made applicable till assessment year 1987-88.  Though the Tribunal has taken a stand that the settlement will continue to apply in respect of later assessments as well, there is difficulty in applying the said presumptive rate in view of specific direction from the Board about applicability of the said settlement till assessment year 1987-88. Since it is very difficult to verify the expenses incurred by Motion Pictures Producer Companies to arrive at their taxable income, it is recommended that a presumptive rate of taxation may also be provided in such cases.

(c) A presumptive tax for income of non-residents and foreign companies in India from ‘Business Process Outsourcing’ at a specified percentage of gross receipt may be considered. 

In all the above presumptive schemes, an option may be given to the assessees to declare a lower profit if the books of accounts are audited [similar to section 44DA(2), 44BB(3) and 44BBB(2)]. This amendment will result in substantial revenue gain for the exchequer as well as bring about certainty in taxation of non-residents who might be willing to pay a certain specified amount of tax as against protracted litigation. 

VI.
Amendment of section 92A: Meaning of Associated Enterprise under Transfer Pricing Provisions 
Section 92A lays down as to when an enterprise shall be held to be an associated enterprise in relation to another enterprise. The criterion prescribed is participation directly or indirectly in the management or control or capital of the other enterprise.  Sub-section (2) of section 92A further deems situations as to when two enterprises shall be deemed to be associated enterprises.  Situations specified in this sub-section may or may not ipso facto result in a relationship of associated enterprise as envisaged in sub-section (1). Sub-section (2) actually waters down the concept laid down in sub-section (1) and two are inconsistent.  For example there may be control exercised by one enterprise over the other even in cases where the shareholding is only 5%. The qualitative conditions laid down in sub-section (1) should always prevail. Further, the provisions under most of the DTAAs that India has entered into are similar to the provisions of sub-section (1). Therefore, it is recommended that sub-section 2 of section 92A may be omitted.  

VII.
Amendment of section 147: Removal of Proviso 
Presently, an assessment can be reopened if the Assessing Officer has reason to believe that any income chargeable to tax has escaped assessment for any assessment year.  However, proviso to section 147 provides that where an assessment under section 143 (3) has been made, no action can be taken after the expiry of four years from the end of the relevant assessment year unless it is shown that the income chargeable to tax has escaped assessment for such assessment year by reason of the failure on the part of the assessee to disclose fully and truly all material facts necessary for his assessment for that year. Since the Courts have been taking view that resort to section 147 cannot be taken for change of opinion in view of the aforesaid proviso, section has become unworkable practically in all cases beyond a period of four years.  Since the time limitation of reopening of cases has already been cut down drastically from 16 years to 6 years, there is no need to have a limitation of 4 years as provided for in the aforesaid proviso. It is, therefore, recommended that the proviso to section 147 may be removed so as to make the provision workable.

VIII.
Amendment with respect to interest charged under section 234B and 234C: Interest for shortfall in payment of advance tax or deferment of advance tax 
In the case of Non-Resident assesses, income taxable in India is subject to TDS u/s. 195. It is seen that the deductor does not deduct TDS. In case, ultimate tax liability is assessed in the hands of Non-Resident and demand is raised, the Non-Resident assessee takes a standard plea that he is not liable to pay interest u/s. 234B as entire income is subject to TDS. In other words, in case, assessed liability is found to be less than tax deducted, the Non-Resident assessee is entitled to interest on the entire amount u/s. 244A; while, in case ultimate tax liability is more than tax deducted he does not pay interest u/s. 234B and this stand has been upheld by High Courts, some of which are reproduced below:

· CIT v/s. Madras Fertilizers Limited (1984) 149 ITR 703 (Mad.)

· CIT v/s. Ranoli Investment P. Ltd.
(1999) 235 ITR 433 (Guj.)

Interest provisions have been completely recast w.e.f. A.Y. 1989-90 by Direct Tax Law (Amendment) Act, 1987. The judgements cited above pertain to law prevalent before A.Y. 1989-90. At that time, Government was to pay interest u/s. 214; while assessee was to pay interest u/s. 215. For both the purposes, “tax deductible” whether deducted or not was considered for computing the amount of interest whether payable by Government  or assessee. W.e.f. A.Y. 1989-90, Section 234B governs interest liability of assessee and Section 244A governs the interest liability of the Government. Section 234B(1) requires two conditions to be satisfied :

· The assessee must be liable to pay Advance Tax u/s. 208.

· 
The assessee must have filed to pay the requisite amount of Advance Tax.

Explanation 1 to Section 23B(1) talks about tax deducted or collected; while Section 209 concerned with Advance Tax liability speaks of tax deductible. In other words, unless Section 209 contains the provisions in the shape of tax deductible or tax deducted as against presently tax deductible, it is not possible to legally sustain 234B interest. At the moment, this Section provides a mechanism of computation of interest payable by Non-Resident assessee without creating a liability.

This is an unwarranted situation and arises mainly for the reason that the advance tax is calculated on the basis of income tax calculated on estimated current income as reduced by tax deductible or collectible at source. This can be cured if the words tax deductible or collectible at source are replaced with the words tax deducted or collected at source.  

IX.
Amendment in section 234D: Charging of interest in case of regular assessment only

As per the existing provisions of section 234D, interest is charged if amount refunded under section 143(1) exceeds the amount refundable on regular assessment. As the section talks only about ‘regular assessment’ [defines under sections 2(40) and Explanation to section 234D] interest would not be payable by the assessee if refund is reduced in consequence to order under section 154/250 etc. of the Act. This defect needs to be removed by including reference to section 154/250 etc. in section 234D(1).

X.
Amendment of section 244A: Interest upto the date of grant of refund of upto the date on which the refund is received by the assessee

Section 244A(1)(a) specifically provides that interest is computed till the date on which refund is granted to the assessee. Notwithstanding the above provision, Mumbai ITAT in a number of cases has held that interest on refund should be computed upto the date on which refund is received by the assessee. In the said decisions, the tribunal drew strength from Mumbai High Court’s decision in the case of Pfizer Ltd. (191 ITR 626). In addition to the fact that the said decisions are not as per provisions of law, the same is not workable also since at the time of issue of refund, it is not possible to compute interest upto the date on which the refund is actually received by the assessee. This will be particularly true if the refunds are issued at the end of the month. For instance, if a refund cheque is prepared on 29.11.2004, then whether interest under section 244A is to be computed upto November 2004 or upto December, 2004 taking into account postal delays. A clarificatory amendment is, therefore, essential.  

XI.
Amendment in section 271AA and 271G: Penalties in respect of defaults under Transfer Pricing Regulations
Presently, penalties u/s. 271AA and 271G for failure to keep and maintain information and document in respect of international transactions or to furnish information or document u/s.92D could be levied either by the Assessing Officer or the CIT(Appeals). There is no provision whereby penalties under these sections could be levied by the Transfer Pricing Officer, who is mainly dealing and coming across with such situations. It is therefore recommended that these sections should be amended to enable the Transfer Pricing Officer also to levy penalty in case of such specified defaults. 

XII.
Suggestions in respect of Shipping companies


(a) Article 8(1) of the DTAAs provides that profits from operation of ships in international traffic is taxable only in the country of residence/effective management of the enterprise. The term ‘operation of ships’, however, has not been defined and this has lead to a number of avoidable litigation as to whether the term include slot charter, joint charter etc.

Two views are possible in this respect. According to the first view, if a foreign company hires part of the ship, it can’t be considered that it is operating the ship and accordingly it is not liable for treaty benefits. However, according to the other view, it can be argued that if the main business of the enterprise is shipping and it hires part of ‘space’ in some other ship for transporting its cargo, then it would be unfair to deny treaty benefit in such cases. 

This matter has got complicated with the introduction of section 115VB through Finance (No. 2) Act, 2004, which defines the term ‘operation of ships’ for the purposes of tonnage tax. The taxpayers and appellate authorities are likely to take a view that such definition is applicable for international shipping business also. This stand is likely to result in lot of litigation for foreign shipping companies, which is compounded by the fact that they have to take clearance from Income-tax Department under section 172 before every voyage. 

It is, therefore, recommended that a clarificatory amendment may be made in section 172 clearly specifying either (a) the definition in section 115VB is applicable for purposes of this section also or (b) the term ‘operation of ships’ does not include slot charter etc. and defined as: “An enterprise may be said to be operating a ship only if it owns the ship or if it has taken the ship on charter”. 

(b) A non-resident shipping company is required to file a return u/s.172(3) of the Act.  However, no penalty or interest is provided for the default making the provision toothless. It is recommended that necessary penalty and interest provision are introduced for this purpose.

(c) U/s.172(4) assessment of return filed u/s.172(3) is required to be completed. However, no time limit is provided under the Act.  A time limit of 2 years from the end of the financial year in which the return u/s.172(3) may be provided for completing assessment u/s.172(4).
XIII.
Introduction of General Anti-avoidance Rule
Tax avoidance measures taken by MNCs and other big corporate houses lead to substantial erosion of revenue and has also has a detrimental effect on tax compliance by small and medium taxpayers.  With the recent decision of the Hon’ble Supreme Court in the case of Union of India vs Azadi Bachao Andolan, these tax avoidance measures have got a legal sanctity. The decision has diluted the impact of Mc Dowells decision, which was a landmark decision to expose colourable devices. 

Further, specific anti-avoidance measures such as dividend stripping has limited impact and assessees find ways to circumvent these by inventing new devices. 

Many other countries in the world, including U.S.A, U.K., Australia, Italy etc. have general anti-avoidance measures in their statute. These statutes/rules are not complicated and are easily and freely available on the Internet. In fact Germany has both general anti-abuse provisions and a specific provision in the Income Tax Act 1990 dealing with abuse of tax treaties. It is pertinent to quote from a recent decision in Germany [Re a Corporation (2003) 2 ITLR 589], which reads as follows:

“This case confirms that obvious example of treaty-shopping by the establishment of a base company without any economic purpose other than the obtaining of treaty benefits will be countered either by the application of the general anti-abuse provision or the specific anti-treaty shopping provisions or both.”

In view of this, it is recommended that a general anti-avoidance measure, with proper safeguards to prevent misuse by individual officers, may be introduced in the statute.

3.
Submitted for kind consideration and directions. 









        Yours faithfully,

	
	( S. P. SINGH )
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